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Independence Standards Board
Minutes
Telephonic Meeting of March 12, 1999
Public Session
A telephonic public meeting of the Independence Standards Board (ISB, or the Board)
was held on March 12, 1999.
The meeting included the following participants:
Board Members
William T. Allen, Chairman
John C. Bogle
Stephen G. Butler
Robert E. Denham
Manuel H. Johnson
Philip A. Laskawy
James J. Schiro
Others Present by Invitation
Arthur Siegel, Executive Director, ISB
W. Scott Bayless – Associate Chief Accountant, SEC
Alan S. Glazer – Assistant Project Director, Conceptual Framework Project
Henry R. Jaenicke – Project Director, Conceptual Framework Project
Susan McGrath – ISB Staff
Richard I. Miller – General Counsel & Secretary, AICPA (in part)
Katherine Schipper
Rick Towers – ISBRichard H. Towers – ISB Staff
Lynn E. Turner – Chief Accountant, SEC
Charles A. Horstmann – Chair, Independence Issues Committee (IIC) FAS 133 Task
Force
The meeting was called to order by Chairman Allen at approximately 10 AM.
New Projects
At Chairman Allen’s request, Mr. Siegel introduced five issues as potential Board
projects:


Evolving Forms of Firm Organization and Structure
1






Mutual Fund Issues
Legal Services
Appraisals and Valuations
Outsourcing

The Staff had prepared a project prospectus for each, and these were included in the
advance materials sent to the Board.
Mr. Siegel stated that four of the projects were suggested by the SEC Staff in Mr.
Turner’s letter to Chairman Allen dated January 7, 1999. The ISB Staff had not prepared
a prospectus for another issue suggested in the letter, as they were waiting for
clarification of the SEC Staff’s concerns on this topic. The Board earlier had indicated
interest in placing outsourcing on its agenda, so a prospectus was included for such a
project.
Evolving Forms of Firm Organization and Structure
Ms. McGrath summarized the proposed project on evolving forms of firm organization
and structure. The proposed project would encompass all known forms of current and
emerging organization, and would seek to determine broad similarities from an
independence threat standpoint, so that the Board could develop appropriate restrictions
or safeguards to protect auditor independence. In attacking the questions this way, Ms.
McGrath stated that the Staff anticipated that the conclusions reached by the Board could
be applied subsequently to new forms and structures not yet contemplated.
In preparing the project prospectus, the Staff tried to carve out some of the newer forms
of structure in an attempt to allow consideration of these issues first, so that more timely
guidance could be issued. The Staff had thought that this project could be followed by a
second study of the remaining structures. Ms. McGrath stated that the Staff recommends,
however, that the Board consider all of these issues together, as there is a great deal of
similarity between the threats to auditor independence posed by very different forms of
structure. Indeed, she said, most of the threats to auditor independence the Staff
identified seemed to apply to many or most of the structures. Ms. McGrath concluded
that this comprehensive approach would be more efficient, and more likely to ensure that
conclusions are uniform and consistently applied across different practice structures.
Chairman Allen expressed a desire to finish the project faster than as set forth in the
project prospectus, say in eleven months, rather than in nineteen. Public comment
periods would have to be reduced from ninety to thirty days to accommodate such an
accelerated schedule, and a broad-based project task force would have to be assembled
immediately.
Chairman Allen also suggested that the Executive Director consider hiring an
experienced retired audit firm partner, lawyer, or investment banker to direct the project
and draft the neutral discussion memo.
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Mr. Siegel asked the Board for guidance in answering questions posed to the ISB Staff on
alternative practice structure arrangements and emerging forms of firm organization. He
reported that the ISB Staff had recently issued an interpretive letter (the Durland letter)
on a consultation involving one such structure, but subsequently the Chairman had
requested the IIC to refrain from developing a consensus under the existing rules on these
issues. The Board was scheduled to consider the ratification of this Staff interpretation
later in the meeting.
Chairman Allen suggested that the Board postpone consideration of the issues raised in
the Durland letter until completion of the Board project on firm structures and
organization. The Board unanimously agreed with this suggestion, directed the ISB Staff
to refrain from issuing further guidance on these matters in the interim, and, accordingly,
did not ratify the Staff’s interpretation in the Durland letter.
Mutual Fund Issues
Mr. Towers summarized the proposed project on mutual fund issues. The questions
addressed by such a project would include:




whether an auditor who audits one or more funds in an affiliated group must be
independent with respect to non-client funds in the affiliated group (the “sister fund”
issue).
whether an auditor who audits one or more funds in an affiliated fund group must be
independent with respect to all affiliated non-client entities (such as the investment
advisor, sponsor, etc.).

Mr. Turner stated that the SEC Staff had objected to the IIC’s recent addition of this issue
to its agenda. He stated that the SEC Staff had issued a letter stating its views on the
subject, and as such the IIC did not need to issue interpretive guidance.
Mr. Towers stated that he did not have a copy of such letter, and Mr. Turner agreed to
forward it to him. Mr. Towers agreed to circulate the letter to the Board upon receipt.
Mr. Turner added that a very large mutual fund firm had offered to assist the Board in its
consideration of these issues.
The Board agreed that the mutual fund issues could be resolved quickly with the aid of
the mutual fund firm and Mr. Bogle, and desired moving directly to an exposure draft.
Legal Services
Mr. Towers summarized the proposed project on the independence implications of
auditors performing legal services. He stated that the prospectus proposed limiting the
project to those services that can only be provided by someone licensed to practice law.
Mr. Schiro agreed that the Board form a broad-based task force to assist in the project,
including partners knowledgeable in this area from the large firms.
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Independence Implications of Appraisal and Valuation Services
Ms. McGrath summarized the project prospectus on appraisal and valuation services.
This project would involve:







Investigation into the kinds of valuation services performed by firms for both audit
and non-audit clients.
Analysis of the specific tasks involved in performing appraisal and valuation services.
Analysis of the threats to auditor independence that these services pose, and of the
potential safeguards that may mitigate these threats.
Examination of the benefits versus the costs of allowing auditors to perform these
services for their audit clients.
Potential research.
Board conclusions on permitted versus non-permitted services.

She said that part of the work preceding the drafting of a neutral discussion memo would
be to survey firms on the services they currently provide. The Board suggested that the
Staff might hire a research firm or academic to conduct such a survey.
Outsourcing
Mr. Towers summarized the proposed project on outsourcing. He stated that the IIC had
prepared a draft research paper on outsourcing last year that suggested issues and
questions for Board consideration. A potential project might include:






defining outsourcing.
investigation into the kinds of outsourcing services performed by firms for both audit
clients and non-audit clients.
identification of threats to independence posed by provision of these services.
identification of potential safeguards or mitigating controls.
distinguishing between outsourcing of administrative or support services versus
operational services.

Board Conclusions
A motion was made, seconded, and adopted unanimously to place all five projects on the
Board’s agenda in the following order of priority:





Mutual Fund Issues – The consensus was that these issues could be resolved very
quickly.
Evolving Forms of Firm Organization and Structure
Appraisals and Valuations
Legal Services
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Outsourcing

Chairman Allen observed that the issues related to auditor provision of legal services may
have some relation to those raised by emerging forms of firm structure and organization,
and suggested that the Staff consider the degree to which these issues should be
combined.
IIC Consensus – Assisting Clients in Implementing FAS 133
At Chairman Allen’s request, Mr. Horstmann presented, for possible Board ratification,
the IIC’s consensus on the nature and level of support that auditors could provide their
clients in implementing Statement of Financial Accounting Standards No. 133,
Derivatives and Hedging Activities.
Chairman Allen stated that, as an alternative to sending a consensus back to the IIC for
revision, the Board could modify an IIC consensus and issue it as an ISB Interpretation.
After a brief discussion, the consensus was adopted unanimously as a Board
Interpretation (99-1), with modifications based on comments received by the SEC Staff.
The modifications consisted of:




the addition of introductory language to the document explaining that the Board is
examining the broader issue of an auditor’s association with valuations and fairness
opinions, and that the interpretation, which is based on existing guidance, will not be
considered precedent when the ISB addresses the broader issue and may be subject to
change based on the ISB’s conclusions reached after the public comment process.
insertion of language at the end of the document reiterating that the auditor cannot be
placed in the position of “auditing his or her own work,” or accepting responsibility
for the choices and judgments inherent in the preparation of the financial statements
such that the auditor is acting as a member of management.

At the suggestion of the SEC Observer, the Staff was directed to solicit comment from
banking regulators, and to issue the interpretation if their comments were positive.
Minutes
Chairman Allen called for approval of the minutes of the Board’s January 8, 1999
meeting, as amended by the suggested changes received earlier in the week and included
in the advance materials distributed. The Board unanimously approved the minutes as
amended by these changes.
Staff Report
Chairman Allen asked Mr. Siegel to deliver the Staff Report.
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Employment with Audit Clients Discussion Memorandum
Mr. Siegel stated that the Employment with Audit Clients Discussion Memo (DM),
approved for public comment by the Board at its last meeting, had been revised by the
Staff in response to comments received subsequently from the SEC Staff. A marked
copy showing these changes was included in the advance materials sent to Board
members.
The Board unanimously approved the document for public exposure with two additional
changes suggested by the SEC Staff. The Board also unanimously approved a reduction
in the proposed comment period from 120 days to 90 days, as the comment period no
longer falls in the audit “busy season.”
Family Relationships
Mr. Siegel stated that the Staff was still waiting for the SEC Staff’s alternative proposal
on family relationships that the SEC Staff promised to develop at the January 8, 1999
meeting, based on the “in the office” criteria. At that meeting, the Board resolved to
obtain public comment on the “on the engagement” versus “in the office” question, as
well as other generic family relationship issues, and directed the Staff to prepare an
invitation to comment to include alternative proposals as well as a neutral discussion of
family relationship issues. The Board’s Oversight Task Force on Family Relationships
will review these documents and advise the Board on how to proceed at its next meeting.
Conceptual Framework Project
Mr. Siegel briefly described recent progress on the conceptual framework project. He
stated that the project task force met on February 5, 1999 to review drafts of two sections
of a discussion memo for public comment on the objectives of audits and auditor
independence. Project Directors Professors Jaenicke and Glazer were making revisions
to these sections based on comments received from the task force, and the Staff was
assisting in drafting additional sections of the document. The next task force meeting is
scheduled for March 23, 1999.
Next Meeting
The Board’s next meeting will be held on April 8, 1999 at 10 AM in the AICPA’s New
York offices.
****
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The meeting was adjourned by Chairman Allen at approximately 12:15 PM.
Respectfully submitted,

Susan McGrath
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